. Structures with a zero dollar book value were also removed (because they no longer had an impact on the financial statements) and were tested as part of the completeness assertion. The remaining universe of structures was statistically sampled to test USACE assertions about existence or occurrence, rights and obligations, valuation or allocation, and presentation and disclosure. To test the completeness assertion, we selected structures that were observed at the visited field sites and determined whether they were accurately reported in CEFMS. We also tested a judgmental sample of zero dollar book value transactions to ensure they were reported properly. This report is related to the USACE management assertion about rights to Civil Works structures.
Leases.
A lease is an agreement between entities conveying the right to use PP&E assets for a stated period of time (lease term). In a lease, the right to use the tangible asset is transferred from the owner, who is the called the lessor, to another entity called the lessee. Capital leases substantially transfer all the benefits and risks of ownership of the structure to the lessee.
Quit Claim Deeds and Letters of Transfer.
A quitclaim deed transfers the owner's interest to a buyer, but does not guarantee that there are no other claims against the property. Similarly, a letter of transfer grants the transferee ownership interest, but does not guarantee that there are no other claims against the property from third parties.
Objective
The objective of this attestation engagement was to verify the buildings and other structures portion of the General PP&E line item and related note disclosure to the FY 2003 Balance Sheet. We performed procedures in compliance with generally accepted government accounting standards, incorporating attestation engagement standards. See Appendix A for a discussion of the scope and methodology, Appendix B for prior coverage related to the objective, and Appendix C for a glossary of terms used throughout the report. • identify whether structures being leased to other entities should have been classified as capital leases,
USACE Rights to Buildings and Other Structures
• retire structures from CEFMS upon transfer to other government entities, and
• retire structures from CEFMS upon transfer to local governments and private entities through the use of quitclaim deeds.
As a result, the assertion that USACE had rights to all structures reported on its Civil Works Balance Sheet was inaccurate. 
Criteria
Generally Accepted Accounting Principles (GAAP). GAAP describes assertions as representations by management that are embodied in financial statement components. The assertions can be either explicit or implicit and can be classified according to the following broad categories: existence or occurrence, completeness, rights and obligations, valuation or allocation, and presentation and disclosure. Assertions about rights address whether the assets are the rights of the entity on a given date.
Statement of Federal Financial Accounting Standards. SFFAS No. 6, "Accounting for Property, Plant, and Equipment," June 1996, contains accounting standards for federally owned General PP&E. According to SFFAS No. 6, a lease should be classified as a capital lease with the associated assets being recorded on the accounting records of the lessee if, at its inception, the lease meets one or more of the following four criteria.
• The lease transfers ownership of the property to the lessee by the end of the lease term.
• The lease contains an option to purchase the leased equipment at a bargain price.
• The lease term is equal to or greater than 75 percent of the estimated economic life of the leased property.
• The present value of rental and other minimum lease payments, excluding that portion of the payments representing executory costs, is equal to or exceeds 90 percent of the leased property.
The last two criteria are not applicable when the beginning of the lease term falls within the last 25 percent of the total economic life of the leased property. When this happens, the lease should be classified as an operating lease with the asset recorded on the accounting records of the lessor.
Financial Accounting Standards (FAS). FAS No. 13, "Accounting for
Leases," November 1976, provides guidance on classifying and accounting for leases. FAS No. 13 states that for leases involving both land and structures that qualify as capital leases, the lessor accounts for the lease as a single unit lease. However, if the fair value of the land is 25 percent or more of the total fair value of the leased property at the inception of the lease, the land and the building are considered separately when classifying them as an operating or capital lease. The land is an operating lease, but the structure is a capital lease.
Department of Defense Financial Management
Regulation. DoD FMR, volume 4, "Accounting Policy and Procedures," chapter 6, "Property, Plant, and Equipment," August 2000, contains the DoD accounting standards for PP&E. The DoD Component that procures a General PP&E asset, or the DoD Component in possession of a General PP&E asset, usually, but not always, will be the DoD Component that must account for and report the asset. The DoD Component that reports the General PP&E asset must be able to obtain the benefit of and control access to the benefit inherent in the asset. The transaction or event giving a DoD Component the right to, and control over, the benefit of a General PP&E asset must have already occurred.
FY 2003 Financial Statements Assertions
USACE management is responsible for the fair presentation of its Civil Works financial statements and the Required Supplemental Stewardship Information. They are also responsible for establishing and maintaining a system of internal control. The USACE "Management Representation Letter for the Civil Works FY 2003 Financial Statements," December 3, 2003, asserted that:
• representations were presented fairly in compliance with GAAP;
• material transactions were properly recorded in the accounting records underlying the financial statements or disclosed in the notes to the financial statements; and
• related accounts receivable or payable (including sales, purchases, transfers, and leasing arrangements) were properly recorded or disclosed in the financial statements.
Sampling Methodology
We performed a statistical sample of 1,211 property identification codes at 43 project sites to determine the accuracy of the financial data reported on the structures portion of the 
USACE Rights to Structures
Of the 1,054 structures sampled, 208 structures with a book cost of $73.9 million and a net book value of $55.5 million as of June 30, 2003, failed the rights assertion. A structure failed the rights assertion if USACE either entered the structure into a capital lease or transferred the rights to the structure to another entity. The following table shows the number and book value of property identification codes that failed rights testing. The table also identifies the reason for the failures.
Rights Test Failures as of June 30, 2003
Reason According to SFFAS No. 6, the leases affecting the 195 structures should have been classified as capital leases. The lease periods did not start within the last 25 percent of the total estimate economic life of the structures, and the structures were leased for 75 percent or more of their remaining economic life. Therefore, the structures attached to the land qualify as a capital lease. However, the land would qualify as an operating lease because land has an infinite useful life. Structures under capital lease substantially transfer the benefits, risks, and obligations of ownership when the lease is signed. USACE, the lessor, erroneously continued to record the book value of the structures in its accounting records, causing a misstatement in the General PP&E balance. Instead, the structures should have been recorded in the lessee's accounting records.
Capital Leases With State and Local Government Entities. Government entities were the lessee for 188 of the 195 sample structures. The leases, valued at $47.6 million, required the lessees to invest their own capital to operate and maintain the structures. USACE constructed the structures with the intent that USACE would turn over the maintenance and administration duties to the state or local government. The following are examples of capital leases to government entities.
• A recreational area at Ray Roberts Lake, Fort Worth, Texas, was leased to the cities of Dallas and Denton, Texas, in April 1990 for a period of 50 years. The recreational area was subsequently sub-leased by the cities to the Texas Parks and Wildlife Department. The lease states that the original inventory of structures and all additions become part of the lease. Twenty-nine sample structures at the recreational area were subsequently built and placed in service between January 1991 and November 1997. To comply with the DoD FMR, the structures should have been assigned useful lives of 20 or 40 years. Because the lease exceeded 75 percent of the structures' economic useful lives, the structures qualify as capital leases, and the rights should have passed to the cities. USACE should not have reported the structures as part of the General PP&E line on the USACE Balance Sheet.
• Seventy-six structures at Richard B. Russell Lake, Savannah, Georgia, were constructed under a cost share agreement with the states of Georgia and South Carolina. In 1982, USACE signed a 50-year lease with Georgia and South Carolina for the facilities and began constructing the structures. The structures were subsequently placed in service between January 1985 and February 1996. The useful lives of these structures are 20 and 40 years, according to the DoD FMR. Therefore, the structures qualified as capital leases, and the lessee had the rights to the structures.
USACE must identify and properly classify structures under capital lease with government entities. For assets under capital leases, USACE is required to record a receivable for the future lease payments on its Balance Sheet and remove the asset from the General PP&E account. However, many of the leases to government entities did not require lease payments. To avoid the complicated process of classifying and accounting for the leased structures, USACE should consider developing alternative procedures to account for these structures. Because the government entity assumes operation and maintenance responsibilities during the lease period, one viable alternate would be for USACE to either transfer or donate the associated structures to the government entity for the period of the lease. To be in accordance with FAS No. 13, USACE should treat the affected land as an operating lease.
Capital Leases With Private Entities.
Private entities were the lessees for 7 of the 195 sample structures. The leases, valued at $0.3 million, each required a rental payment for the duration of the lease. USACE should have recorded a receivable for the future lease payments and removed the structures from the General PP&E accounts. Any difference between the receivable and the structure's carrying amount should be recorded as unearned revenue and amortized over the life of the lease. The lessees should have recorded the structures on their Balance Sheet. For example, two marinas at Harry S. Truman Lake, Kansas City, Missouri, were leased to private entities. A comfort station was located at one of the leased marinas, which was leased on October 20, 2002, for 25 years. A well house was located at the other leased marina, which was leased on March 1, 2001, for 25 years. The comfort station and well house both had a placed-in-service date of January 1986 and should have had useful lives of 40 years. Consequently, the structures were leased for more than 75 percent of their remaining useful lives. USACE should have treated the leases affecting these structures as capital leases and recorded the required quarterly lease payments from the lessees as receivables.
Transfers to Other Government Entities
Three USACE districts incorrectly reported 13 structures in CEFMS that were transferred to other government entities using quitclaim deeds or letters of transfer. The quitclaim deeds and letters of transfer both transferred USACE interest in the property to the other government entities. The 13 structures had a net book value of $7.6 million as of June 30, 2003 . At the time of the transfers, USACE should have removed the structures from its asset accounts along with any associated accumulated depreciation because it no longer had rights to these structures. The following are structures that had been transferred.
• Seven structures at Oahe Lake, Fort Pierre, South Dakota, and four structures at Sharp Lake, Fort Thompson, South Dakota, were transferred to the state of South Dakota using quitclaim deeds and letters of transfer. The quitclaim deed transferred USACE interests in the particular parcel of land to South Dakota when it was signed on January 26, 2002. By accepting the quitclaim deed, South Dakota assumed all the rights, title, and interests associated with the land. Accordingly, all structures on the land were transferred through use of the quitclaim deed.
• USACE entered into a contract with Titus County, Texas, at Cooper Dam, Sulphur Springs, Texas, on September 11, 1995. The contract made it necessary for a county road, property identification code CO-32059, along with other facilities to be relocated because of the White Oak Creek Mitigation Area. Upon completion of the relocation, all facilities affected, including the roads, became the responsibility of Titus County. In 1997, an easement transferred the roads within Cooper Lake to the County of Titus. Although the rights to the road no longer resided with USACE, the structure was not removed from CEFMS.
• Property identification code MORIVR-37015 represented levees that were located along the Missouri River and constructed for the local drainage districts during the 1950s and 1960s. Once the local drainage district (or county equivalent) certified that the necessary land was acquired, USACE designed and built the levees. Once constructed, the local drainage districts were required to operate and maintain them. Therefore, USACE did not acquire the land and did not own the levees.
USACE Corrective Actions
During the course of our review, USACE initiated actions to address the problems that we identified. In July 2004, USACE issued Information Paper No. 10, "Buildings and Other Structures." USACE required district personnel to review all leases and remove any structure from CEFMS that is under a lease period that exceeds 75 percent of the structure's economic useful life. As of September 27, 2004, the Savannah District, Savannah, Georgia, and the Omaha District, Omaha, Nebraska, retired 25 of the 208 sample items identified to be in error from CEFMS. Ten of the items, with a book value of $45,231.80, were corrected prior to September 30, 2003. These corrective actions represent positive steps toward achieving an accurate structure balance in CEFMS. . Similar rights problems may affect property identification codes at projects that were not sampled, resulting in a greater misstatement. Therefore, USACE must correct the 208 identified errors and perform a review of its other leased and transferred structures for similar types of rights errors. USACE must continue to review and update policies and procedures to prevent future errors. Once updated policies are implemented, USACE must provide and document training of district personnel and ensure that all districts consistently implement the new policies and procedures to maintain accurate structure balances in CEFMS.
Summary

Recommendations and Management Comments
We recommend that the Chief of Engineers, U.S. Army Corps of Engineers:
1. Take the following immediate actions to resolve the 208 rights errors identified in Appendix D.
a. For buildings and other structures under a capital lease, either establish an appropriate receivable and unearned revenue accounts in the accounting records then retire the asset from the General Property, Plant, and Equipment account or develop alternative procedures (donation or transfer) for accounting for these assets during their lease period.
b. For buildings and other structures transferred to other entities, remove the assets from their asset accounts along with any associated accumulated depreciation. Management Comments. The Commander of USACE concurred and stated that the rights issues identified in the report will be corrected. 
Appendix A. Scope and Methodology
We selected a statistical sample from a universe of 32,571 structures, valued at $16.7 billion, reported as buildings and other structures on the third quarter FY 2003 Balance Sheet. Each structure was identified using a distinct property identification code. We used the sample to evaluate management assertions for existence or occurrence, rights and obligations, valuation or allocation, and presentation and disclosure. In this report, we address rights issues identified in testing the sampled structures. Projections related to any misstatement of the buildings and other structures accounts will be addressed in a future report. , that these items be expensed. We also removed 6,924 structures with zero reported book values from the universe because they did not have an impact on the financial statements. We reviewed a two-stage, probability-proportional-tosize sample of USACE properties, which at the second stage involved 1,211 of the 32,571 property identification codes. The probability-proportional-to-size sampling technique used the dollar value of the asset as a selection criterion, with higher probability for selecting the higher dollar value projects. Use of Computer-Processed Data. Although we relied on computer-processed data from CEFMS, we did not evaluate the adequacy of the systems' general and application controls. Previous audits have identified general and application control weaknesses and questioned the reliability of the CEFMS data. We were able to reconcile the USACE trial balances as of June 30, 2003 and September 30, 2003 for the buildings and other structures accounts within CEFMS by property identification code for the corresponding periods. We evaluated data reliability related to the sample items we reviewed by comparing information recorded in CEFMS with source documentation and physical observations in USACE district and field offices.
Use of Technical Assistance. We obtained assistance from the Operations Research Branch, Quantitative Methods Division in the DoD IG in determining a statistical sampling plan. We will report the calculation of statistical projections in a subsequent report.
Government Accountability Office (GAO) High-Risk Area. GAO has identified several high-risk areas in DoD. This report provides coverage of the Defense Financial Management and Federal Real Property high-risk areas.
Appendix D. Rights and Obligations Discrepancies
Observations conducted at 43 field sites identified 208 structures that failed rights testing. The following three tables identify the property identification codes and the amount of misstatement for structures that were under capital leases or were transferred to another entity, as of June 30, 2003. Table D -3 identifies the 13 property identification codes that failed the rights testing because they were transferred to another entity. 
